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Exchange-traded funds are easy to buy
and sell-they trade just like stocks

xchange-traded funds have

a lot going for them. They

offer both the instant diver-

sification of mutual funds,

and the cost-effectiveness of

stocks. But because they are a relatively new

product, there is still a lot of confusion re-
garding how they are bought and sold.

One of the factors that makes ETFs an

attractive low-fee option is that they are not

sold through the adviser channel. That
means ETF administrators don't have to pay
as much to market their funds, and they
don’t have to pay sales commissions to advis-
ers. But that also means that you're often on
your own when you buy and sell them.
Luckily, buying and selling an ETF is as
easy as buying or selling a stock. As with
stocks, ETFs trade on all the major exchanges,
such as the Toronto Stock Exchange (TSX)

How to trade ETFs

and the New York Stock Exchange (NYSE).
The main difference is that when you buy or
sell an ETF, instead of trading a single stock,
you're trading a fund which can hold dozens
or even hundreds of stocks. So you're effec-
tively trading a basket of stocks at once.
Aswith stocks, the prices of ETFs change
throughout the trading day, while mutual
funds are usually priced only once at the end
of each day. And similarly to stocks, you
make or lose money on ETFs depending on
how their price changes while you hold them.
Ifyoubuy an ETF for a higher price than you
sell it for, you lose money. If you sell for more
than you bought it for, you make money. »
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THE ETF ADVANTAGE: PART 11

Your first trade

Buying or selling an ETF is similar to

trading a stock. But if you've never used
an online brokerage account, it’s easy
to feel intimidated. To make things
easier, here’s a step-by-step guide.

1. Log on to your account
Open a discount brokerage
account and log on to the
secure trading site. Click on

the link, tab or menu item that
takes you to the entry form used to
complete an order for a stock.

2. Enter the ETF symbol

Enter the ETF’s ticker symbol. You may

also have to select the exchange. If

you don’t know the ticker, click on
“Symbol Search.”

3. Now enter the amount
Enter the number of ETF units you'd
like to purchase. In addition to a flat
trading fee ($5 to $29), you may be
charged a commission based on
the number of shares purchased
(typically $0.01 to $0.03 per share),
but this fee usually only kicks in for
orders of 1,000 shares or more.

4. Pick your trading order type
Decide which type of order to use.

The default is a market order, which
completes your purchase or sale at the
prevailing market price. See “Learning
the trades” on the last page for

other order types.

5. Set the time limit

Some online brokerages ask

you to specify how long your order
should be outstanding. The default is a
day order, which lasts until the end of
the current trading day. A good-till-
cancelled (GTC) order remains open
until you either fill or cancel the order,
or 60 days pass.

6. Review and submit
Once you enter the order you'll be asked
to review it. Do this carefully! Once you
confirm, the order will be sent to the
exchange to be filled.
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Getting started

To buy or sell ETFs, the first thing you need
to dois open a brokerage account. You have
two options: a full-service brokerage or a
discount (self-service) brokerage. The full-
service brokerage offers personalized service
and advice from a client manager, but you
pay higher trading costs of approximately
$90 per trade, plus commissions. A discount
brokerage account lets you buy and sell ETFs
(as well as stocks, bonds and mutual funds)
online or by phone. While there are no ad-
visers to help you, the trading commissions
are low, in the $5 to $29 range. The major
online discount brokerages include Scotia
iTrade, Questrade, CIBC Investor’s Edge,
QTrade, TD Waterhouse, RBC Direct Invest-
ing, and BMO InvestorLine.

Once your account is up and running
and you have deposited funds, you can start
trading, but remember: every time you buy
and sell an ETF you'llincur a fee. If you have

asmall account, brokerage commissions can
erode an ETF’s low-expense advantage, ex-
plains David Vomund, author of ETF Trading
Strategies. For that reason ETFs are not ideal
for portfolios worth less than $30,000, or
for investors planning on using a dollar-cost
averaging strategy, where you invest a fixed
amount at regular intervals, such as every
month. The good news is that the trading
commission is usually fixed, so the higher
the value of the trade, the lower the percent-
age cost. Because of that, ETFs are an excel-
lent low-cost option for investors with
larger portfolios.

Tools of the trade

Because ETFs trade like stocks, you can access

many of the tools that stock traders use when

placing orders. These can help you lock in

gains and limit losses—advantages inherent

to stocks but missing from mutual funds.
Forinstance, a “limit order” allows you to
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ZEROING IN ON THE
right ETF for you

Online screening tools let you search
for ETFs by asset class, regjon, style,
or sector. You can also find ETFs
based on fees, performance, yield or
risk level. Whatever your parameters
there’s a tool to suit your needs:

® TMX Money (www.tmxmoney.com/
en/sector_profiles/exchange_traded_
funds/screener.html)

® PUR Investing (purinvesting.com/
Demo/Screen/Demo.aspx)

® Globeinvestor.com (Www.
globeinvestor.com/v5/content/
filters.html)

® Morningstar (screen.morningstar.
com/screener_etf/etf_screener_
versionl.aspx)

® Advisor.ca (www.advisor.ca/
microsite/etfcentre)

buy a certain number of units of an ETFata
specified price—a useful strategy when trad-
ing a low-volume ETF or in a highly volatile
market. Using a limit order is a good idea if
the ETF has a wide bid-ask spread—meaning
alarge gap between the buyer’s offer and the
seller’s asking price. (For more on different
trading orders and how to use them, see
“Learning the trades” on the next page.)

However, most buy-and-hold ETF inves-
tors are interested in the larger, highly
liquid ETFs. If that’s the case, simply select-
ing the right funds for your portfolio and
using the default trading order—a market
order—will be just fine, says Richard Ferri,
CEO of Portfolio Solutions, and author of
The ETF Book.

Narrowing the field

There are more than 200 ETFs trading on the
TSX, plus hundreds more available to Cana-
dians on U.S. exchanges. Finding the ETF
you're after in such a crowded marketplace
can be daunting, but there are online tools
that can help. To help sort and filter ETFs, it
helps to think of them as falling into three
broad groupings: passively managed, actively
managed, and screened.

If you're just starting to use exchange-
traded funds, passive ETFs are the easiest to
understand. They simply attempt to replicate
an index that tracks a broad market or spe-
cific sector, such as the S&P/TSX 60, the S&P

500, or the S&P/TSX Global Mining Index.

Actively managed ETFs, on the other
hand, are not much different from tradi-
tional mutual funds: they employ fund
managers who select individual securities
they think will outperform the market. Such
an ETF may specialize in dividend stocks,
for example, but it mightalso hold cash and
bonds if the manager chooses.

Screened ETFs—sometimes called strat-
egy ETFs—fall somewhere in between. They
start with a broad index, but then filter out
securities that do not meet certain criteria.
For example, an ETF may use amethodology
that selects only companies which have in-
creased dividends over the last five years, or
it may alter the weighting of stocks in the
portfolio according to certain rules.

To help you screen funds that meet your
investment criteria you can use online tools,
such as the Toronto Stock Exchange’s ETF
Screener. (See “Zeroing in on the right ETF
for you,” to the left, for a list of useful tools.)

If you're abuy-and-hold investor, and you
want the widest possible diversification, you
should stick with broad-market ETFs for the
core of your portfolio, says Ferri. Then you
can branch out and add an ETF or two that
concentrates on a specific sector.

Know the risks

Even though ETFs offer instant diversifica-
tion, better tax efficiency, and transparency
(in both holdings and investment strategy),
as with all investments, there are risks.

You should keep in mind that studies
show that the typical individual investor
has a poor record when it comes to timing
the market. Since ETFs can be bought and
sold throughout the day, there is a danger
that you'll be tempted to trade too frequently.

“The potential to undermine yourself with
trading is very real, and you don’t have to
trade awhole lot in order to sabotage a good
ETF investment,” explains Morningstar »

YOU HAVE options

More advanced traders can use put
and call options with their ETFs. A call
option is a contract that gives the
buyer the right, but not the obligation,
to buy an ETF at a specified price
(called the “strike price”) by a certain
date. A put option gives the holder
the right to sell an ETF at a certain
price within a specific period.

A wealth of diversity
to diversify your portfolio:

ETF..

Listed on

TSX

Close to 200 Exchange
Traded Funds are listed on
Toronto Stock Exchange.
Take a closer look at

how they can fit into your
investment portfolio.

TMX.com/etf

Exchange with us

Visit our blog: TMX.com/exchange
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Toronto Stock Exchange is part of TMX Group...
equities, derivatives, fixed income, energy, data
and over 150 years of know-how under one roof.
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ENTER for your chance

to
to invest in an ETF!

Take our quizto
earn up to five additional
chances to WIN!" ’

moneysense.ca/
etfadvantage

*Current contest period ends June 29, 2011. Contest closes Dec. 8, 2011.
Must be a Canadian resident over the age of majority in their province
or territory of residence to enter. One entry per person. For full rules
visit MoneySense.ca/etfadvantage. Odds of winning depend upon the
number of eligible entries received. Mathematical skill testing question
to be correctly answered to win. No purchase necessary. There are
three remaining contest periods: Apr. 1-June 29, June 30-Sept. 30,
and Oct. 1-Dec. 8, 2011, each with a Grand Prize available to be won,
each consisting of a cheque in the amount of $1,000 to be invested
with an Exchange Traded Fund. Not a recommendation or endorsement
of any specific securities, nor the advisability of investing in securities
generally for any particular individual. Please seek the advice of
professionals, as appropriate, regarding the evaluation of any specific
security or type of security.
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LEARNING THE TRADES

ORDER TYPE DESCRIPTION

Market order

Limit order

The default order. This order will attempt to complete your trade
as soon as possible at the best available current price.

This order lets you set a maximum price when you buy and a
minumum price when you sell. You can also specify the length of
time you want the order to remain open.

All or none order | An order that will only be executed if all of the specified number of

units can be bought or sold. If only a portion of the order could

be filled at the specified price, the entire order remains unfilled.

Stop loss

Trailing stop

An order to sell a security when its price falls to a certain level.
This order is designed to limit your loss in a position.

A stop-loss order that is set at a percentage below the market price.
The sell price for this order will move as the price of the

security fluctuates. This type of order is designed to capture

gains and cut losses at the same time.

analyst Dan Culloton.

Inexperience with online trading plat-
forms can cause problems, too. To avoid
costly errors, Ferri strongly suggests familiar-
izing yourself with the types of trades and
orders used on stock exchanges.

Another tip, says Ferri, is to avoid trading
when the market is highly volatile. On these
days an ETF’s intraday price can fluctuate
quiterapidly. You'll also want to avoid buying
or selling on the tip or the tail of the trading
day, says Ferri. “It’s called the ‘smile’ in the
ETFworld, because the price deviation of the
ETF can be the greatest during the start and
end of the trading day.”

In the morning, ETFs are going through
an adjustment phase—comparing the previ-
ous day’s closing price with the current NAV
price, and, at the same time, factoring in
changes to the value of the underlying stock.

At the end of day (especially during the last
hour of trading) large designated investors
begin to hedge their positions, which can
result in rapid pricing changes and wide
bid-and-ask spreads.

For long-term investors, Ferri suggests
sticking with funds that have a narrow spread
between the bid-and-ask price and funds that
have good liquidity. Ferri also suggests stick-
ing with market orders—the default trading
order—until you become more comfortable
with the process. By keeping it simple and
riding out market swings you can take ad-
vantage of the low fees and stable returns
offered by most ETFs and create a well diver-
sified, long-term portfolio. | M

Did you miss Part | of our ETF Advantage
series? You can find it online at
MoneySense.ca/etfadvantage.

HOW ETFs are priced

Like a mutual fund, an ETF has a net asset value (NAV), which is calculated at the end
of each trading day. However, since ETFs are traded on a stock exchange, these funds
also have an intraday market price that reflects supply and demand for the ETF. This
intraday price is published every 15 seconds throughout the trading day.

A mutual fund’s “NAV per unit” is the price that an investor will pay to buy or sell the
fund from the investment company. For ETFs it works a bit differently. The NAV will
indicate the value of the ETF based on the value of its underlying basket of assets.
However, the amount you pay to buy units of the ETF will be determined by the intraday
price. The bigger the spread between an ETF’s NAV and its intraday value, the larger

the fund’s volatility and risk.
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